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Students* Department
Edited by Seymour Walton

(Assisted

Lawyer

vs.

by

Accountant

H. A. Finney)

in

Partnership Liquidation

Accountants and lawyers frequently differ radically in their ideas of the
proper basis on which to divide the assets of a partnership when it is closed,
either by liquidation or by a sale to a corporation for shares of stock. The
following problem was given in the Ohio C. P. A. examination in October,
1919. The following correspondence ensued between us and a man who sat
in the examination, whom we designate as “Candidate”:
Problem
J. B. Brown and L. C. Smith are partners, and in order to raise more
capital and to preserve the organization they decide to incorporate. A com
pany was duly incorporated under the name of the Eclipse Company, with
an authorized capital of $800,000.00, divided into 8,000 shares of the par
value of $100.00 each.
The partners agreed to sell for the sum of $800,000.00, payable in capital
stock of the corporation at par, all rights to and title in the net assets of
the partnership, exclusive of the cash, which was divided between the
partners in proportion to their several interests at the time of the sale of
the property.
According to the articles of partnership Brown and Smith were equally
interested in the assets, but the profits and losses were on a basis of 60%
and 40%, respectively.
The partnership balance-sheet at the time of sale was:

Land and buildings.....................................................
Cash .............................................................................
Inventories ..................................................................
Accounts receivable....................................................
Machinery and equipment...........................................

$200,000.00
10,000.00
100,000.00
150,000.00
100,000.00

Total ....................................................................

$560,000.00

Notes payable...............................................................
Accounts payable........................................................
Brown’s capital............................................................
Smith’s capital.............................................................

$100,000.00
40,000.00
210,000.00
210,000.00

Total.....................................................................

$560,000.00

For the purpose of providing working capital the partnership donated
$300,000.00 of the capital stock to the corporation, which was subsequently
sold at $50.00 per share.
You are required to close the partnership books, showing ledger accounts
of partners only; open corporation books; prepare balance-sheet of the cor
poration before sale of donated stock; prepare a balance-sheet after sale of
donated stock.

386

Students’ Department
Editor, Students’ Department:
Sir : Accept my apology for addressing you. However, I wish to sub
mit for your consideration a friendly controversy which has arisen between
another accountant and myself, and I sincerely trust I may receive your
opinion as to the question growing out of the problem hereto attached.
My friend contends that the net assets of $410,000.00 are sold for $800,000.00, par value of stock, whereby a goodwill is created to the extent of
$390,000.00, which is reduced by $300,000.00 when the partners return that
amount of the par value of the stock, leaving $90,000.00 “profit” to be divided
60% and 40% between Brown and Smith, respectively.
I contend that the transaction amounts to the partners’ adding $150,000.00
cash to $410,000.00 net assets, total $560,000.00, of which they sell an equity
representing three-eighths, or $210,000.00, for $150,000.00, which entails a
“loss” of $60,000.00 to the partners; and, that in the absence of express
agreement, it is incorrect and unjust to change from the use of the money
or gold standard of measure of value to a corporation-stock-par-value
measure of value, especially when the stock of such company sells for onehalf of its par value.
Trusting that you will favor me with your opinion as to which is the
correct, just and reasonable of the above two contentions, stating your
reasons therefor, I beg to remain,
Yours truly,
Candidate.
To this we replied by mail on December 1, 1919:
Like the majority of contracts of this character, that of Brown and Smith
is lacking in one of the essential conditions. There is no information as to
the basis for the valuation of the stock to be divided between them. It is not
even stated that the goodwill of the firm was valued at $90,000.00. The result
is that there are three possible solutions:

(a)
(b)
(c)

The stock may be taken as worth what is paid for it;
The stock may be taken over at par;
The stock may be taken as worth only 50 cents on the dollar,
although there does not appear to be anything at the time
of the transfer that would indicate such a value.

As the donation of $300,000.00 of the stock must have been part of the
agreement of the re-organization, the net receipt of $500,000.00 of stock is
taken as the basis of all the calculations.
(a) Brown and Smith realized $500,000.00 of stock for the net worth
of $410,000.00, making the stock worth 82. If taken over by the partners
at this rate, there was no profit or loss to be divided. Each partner would
receive:
Cash ............................................................................. $ 5,000.00
Stock, 2,500 shares, at 82........................................... 205,000.00 $210,000.00
(b) Acquiring $500,000.00 of stock for net assets of $410,000.00 would
imply a profit of $90,000.00. Of this Brown would get credit for 60%, or
$54,000.00, raising his capital to $264,000.00, and Smith would receive 40%,
or $36,000.00, making his capital $246,000. Their proportionate holdings
therefore would be 264/510 and 246/510, with cash $10,000 and stock $500,000
to divide.

387

The Journal of Accountancy
Of the cash Brown would get 44/85, or...................
Smith would get 41/85, or.........................................

$ 5,176.47
4,823.53

$10,000.00

Of the stock on the same basis Brown would get.. .$ 258,823.50
Smith would get.......................................................... 241,176.50

$500,000.00

(c) With the stock taken over at a valuation of $50.00 per share, a
value of $250,000.00 would have been received for net assets of $410,000.00,
involving a loss of $160,000. Of this, 60%, or $96,000.00, would be charged
to Brown, reducing his capital to $114,000.00, and 40%, or $64,000.00, charged
to Smith, making his capital $146,000. Their proportionate holdings would
be 114/260 and 146/260, respectively. On this basis:
Of the cash Brown would get..................................
Smith would get..........................................................

$ 4,384.62
5,615.38

$10,000.00

Of the stock Brown would get $219,230.77 worth.. $109,615.38
Smith would get $280,769.23 worth........................ 140,384.62

$250,000.00

This last settlement probably need not be considered, as the partners
would not have been likely to sell out on any such basis. It is impossible to
decide between the other two without knowing more about the situation as
viewed by the partners. It is probable that the (b) settlement was the one
contemplated, as it gives at least a nominal value to the goodwill.
In any event the partners, as a firm, had nothing to do with the $150,000.00
of cash received for the donated stock. The stock Was sold by the corpora
tion. As the firm did not receive the money it could not have added it to
the net assets, which were sold for $500,000 in stock. It would be rather
difficult to show how the firm could donate stock to the corporation and at
the same time take the proceeds of that stock and use it to pay for the
remainder of the stock. It is especially difficult in this case, since the stock
was not sold until “subsequently”; that is, after the transfer of the business.
We will not waste space to give the closing entries of the partnership, as
they are easy. The opening entries of the corporation would be (explanations
being omitted as obvious) :
Subscribers (Brown & Smith) ..
Capital stock ...............

$800,000.00

Assets—detailed ........................
Goodwill ......................................
Liabilities—detailed ...........
Subscribers..........................

550,000.00
390,000.00

Treasury stock............................
Working capital .................

300,000.00
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Cash.............................................
Discount on stock.........................
Treasury stock ...................

$150,000.00
150,000.00

Working capital .........................
Discount on stock.................
Goodwill ..............................

300,000.00

$300,000.00

150,000.00
150,000.00

The last entry is justified by the fact that the donation of the stock is a
confession that the concern is overcapitalized, thus necessitating the enor
mous charge to goodwill. The fact that the stock sold at 50 would indicate
such a poor condition that the existence of any goodwill is more than
doubtful, and that it is virtually impossible that it should be worth nearly
half the total capitalization.
We condense the balance-sheets of the corporation:

Tangible assets................. $550,000.00 Capital stock..$800,000.00
Goodwill ......................... 390,000.00 Less treasury.. 300,000.00 $500,000.00

Working capi
tal ...........
Liabilities ....

$940,000.00

300,000.00
140,000.00
$940,000.00

After the donated stock was sold, other things being equal:

Cash..................................... $150,000.00 Capital stock..
Other tangible assets............550,000.00 Liabilities....
Goodwill ............................ 240,000.00
$940,000.00

$800,000.00
140,000.00

$940,000.00

We have included the sale of the treasury stock among the opening
entries; but it does not really belong there, as it did not take place until
some time afterwards.
To this Candidate answered, under date of December 2, 1919.
Editor, Students’ Department:

Sir : This problem was given by the state board of accountancy of Ohio,
at Columbus, Ohio, on Wednesday, October 15, 1919, at which time I
answered the problem by dividing the $90,000.00 of stock between the part
ners on a 60% and 40% basis, and treated the corporation affairs as you
do, so that if the stock was sold for $150,000.00 then the goodwill was
reduced that much.
I attached a note to my solution which was handed to the board, stating, in
effect, that I gave the partnership solution as I felt that it was what they
wanted, but if the partner receiving the 40% share was dissatisfied, it was
my opinion that no court would sustain such division upon presentation of
no more than was contained in the problem itself.
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On the evening of October 15, 1919, I spoke to the examiners, and they
advised me that I had answered the problem correctly, and that there was
no merit to my opinion that the partners should divide the stock equally.
However, with no more information than is given in the problem it is my
opinion that any division of the net stock received, other than on an equal
basis, is unjust
Question: With nothing more than is given in the problem is it just
to divide the stock received on any other basis than an equal one ?
If you so desire, I will send you the argument of an attorney in favor
of an equal division.
Yours truly,
Candidate.
Our reply was as follows:
In answer to your question of December 2nd we most emphatically say
that in our opinion it would be absolutely unjust to divide the stock equally,
except under hypothesis (a) of our letter of December 1st.

Profits must always be divided in the ratio agreed upon in the articles
of partnership.
In liquidation, assets must be divided in the ratio of the capital accounts
of the partners as they exist at the time of the division.
If the articles of partnership stated that Brown and Smith were to have
an equal interest in the assets when their capitals were not equal, the pro
vision called for an impossibility, and was just as much void as if it stated
that 6 and 4 should be equal to only 8. All that this provision in the articles
would mean would be that Brown was to be allowed to draw out enough to
make his capital the same as Smith’s. When profits had been credited to
their capital accounts, Brown could draw two-thirds of his profits in addition
to drawing as much as Smith on personal accounts.

We shall be very glad to receive the argument in favor of an equal
division of the stock.
In reply to this the following argument was sent:

At the time the business is sold let us say the partnership books stand—
Brown

Tangible assets

$205,000.00

$410,000.00

Smith
$205,000.00

and it is discovered by the price offered that the profits have been such
during the past that an intangible value has been developed, so that there
stands reserved for the use of the partners goodwill which will be paid for
in cash (to make it absolute that the goodwill is really there). We may say,
for the present, that the books of the business stand
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Brown

Tangible assets

$205,000.00

$410,000.00

Smith

Goodwill

$205,000.00

$ 90,000.00

Reserve for goodwill
$ 90,000.00

Next, the goodwill becomes tangible, becomes money itself, and the
question is:
If, according to the articles of partnership, Brown and Smith were
equally interested in the assets, but the profits and losses were on a basis
of 60% and 40%, respectively, how to divide the $90,000.00, above identified,
as “reserve for goodwill” ?
It is fair to assume that prior to the time of the sale this business pro
duced a profit in excess of what might be styled an “ordinary profit” on its
net investment.
“The goodwill of a partnership may be said in a general way to be the
value of its business, over and above the value of its tangible assets, and
which has grown out of the firm name, trade worked up, and publicity
obtained,” and “by its very nature its value depends on earnings of a certain
amount being maintained.”—Montgomery, Auditing, Theory and Practice
(1919), page 123.
Therefore, in the past the profit that this intangible value (over and
above the value of the tangible assets) produced was divided 60% and 40%
between Brown and Smith, respectively, and with this in mind let us perform
some unusual accounting, as follows:

Suppose as the intangible asset of goodwill accrued (being evidenced
by part of the profit which can be identified as resulting from that accruing
goodwill) the partners had from time to time set up the accruing goodwill
by charging goodwill and crediting the partners on the basis of 60% and
40%, and at the same time, conservatively, profit and loss had been charged
with a similar amount credited to an account identified as “reserve for
goodwill valuation.”

Now, indefinite time having passed, we arrive at the point when the
goodwill is to become cash and we find our books to stand
Tangible assets

Brown

$105,000.00

$500,00.00

Brown a/c goodwill

Goodwill

$ 54,000.00

$ 90,000.00
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Smith

$ 36,000.00

Reserve for goodwill
$ 90,000.00
the partners not having drawn out their profits from the goodwill; which
if already or when drawn by the partners establishes the books as follows:

Brown

Tangible assets

$410,000.00
Goodwill
$ 90,000.00

$ 90,000.00
After the sale for cash (to make it absolutely certain that the assets fully
measure their stated values) the books would stand
Cash

Brown

$500,000.00

$ 90,000.00
The partners are “equally interested in the assets” or $500,000.00, and
the “reserve for goodwill” was created by deductions from the profits as the
goodwill accrued and was distributed, with other profits, 60% and 40%, to
Brown and Smith, respectively, the purpose of the reserve being to avail
itself as capital set aside from profits (equal in amount to the accruing
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goodwill divided by the partners), so that if the goodwill distributed to
and enjoyed by the partners would not materialize, then the loss would no
more than equal the reserve established to care for the happening of that
very contingency.
The partners enjoyed the goodwill and the profit of the partnership during
the lifetime of the partnership, 60% and 40%, to Brown and Smith, respec
tively, and goodwill is reflected in profits. Upon the death of the partnership
the goodwill realizes $90,000.00 profits, not because Brown and Smith have
for some time past enjoyed profits ascribed to that goodwill, but because the
purchaser believes that future profits will be traced to that goodwill.
It is unreasonable to claim that because Brown enjoyed 60% of past
profits, he should, therefore, receive 60% of the sum received for the sale
of the partnership successor’s “hope for future profits,” when the partners
are “equally interested in the assets.” Brown has received 60% of the good
will before the sale is made, and to divide the $90,000.00 received for the
goodwill as a profit in effect divides the same thing twice.
It may be argued that no profit had been made by the partnership. But
if there was no partnership profit no one would pay for any goodwill. Of
course, in practice we will always have all of the circumstances for con
sideration.
In this problem the partners are re-establishing themselves, and it will
be only natural that they regard the affairs of the partnership ended before
the sale, and that each will be entitled to one-half of the net assets and
what the net assets produce.
But if it is insisted by the partner entitled to 60% of the profits that the
sale of the joint interest to a corporation (wherein the same partners own
all, or a controlling interest, of the stock, and especially where the state of
affairs is as stated in the problem) is such a transaction that it produces a
profit, then Smith can sue for an accounting and a dissolution of the
partnership.
A court would not permit an inventory appraisement of the Eclipse
Company stock at its par value, in the circumstances recited in the problem.
Three things are generally considered in placing value on corporation stock.
First: The net equity which the stock represents.
Second: Recent sales of the stock.
Third: Profit earned.
From the problem we can only consider the first; if we consider that the
corporation sells stock at a 50% discount, Brown’s position is further im
paired.
In my opinion Brown has more than Smith to gain by dividing the stock
equally, because, if we consider what is happening, we find that Brown is
insisting upon changing from a money standard to one of less value,
camouflaging what is actually transpiring by bookkeeping entries that in
the circumstances can lead to criticism, and we discover that the partners’
actual loss on the entire transaction is $60,000.00.
Therefore, by attempting to obtain 60% of the value given for goodwill
in the employment of such method, Brown would be estopped from denying
later on that in the re-establishment of the firm the gain or loss to the in
dividual partners was to be divided on a 60% and 40% basis.
The internal revenue bureau would not regard any part of the stock
received as income at the time the transaction occurred, as regulations 33
in this regard have not been materially changed by regulations 45, nor by
anything subsequent thereto.
Candidate.
Candidate is not only a practising attorney, he is also a certified public
accountant, having passed the Ohio examination.
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Our Reply
The fallacy in Candidate’s ingenious opinion is so subtle that it is a
little difficult to combat it in such a way as to be fully understood.
In the first place he clouds the issue by setting up the account “reserve
for goodwill.” There is absolutely no excuse for this account. When the
partners decide to sell out to the corporation, they go over all their assets
and decide on what basis they shall be turned over to the corporation. Let
us assume that they find that the inventory, which has been valued at cost
for the partnership accounts, is worth $10,000.00 more on the market. They
have a right to demand market price for the inventory. It cannot be denied
that this $10,000.00 is an additional profit to be divided between Brown and
Smith in the ratio of 60 and 40.
In addition they discover another increase in their net worth by finding
that they have an asset not hitherto taken account of by them, which it is
now necessary to take into consideration, because they have arranged to sell
it to the corporation for what are presumably good stock shares. Candi
date says that this is not a profit to be divided, but must be offset by a
reserve. If so, then the other newly-created asset, the addition to the in
ventory, is not a profit and must also be offset by a reserve. Merely because
one asset is called market price of inventory and another is called goodwill
does not change the fact that any increase in net worth (except contributions
of new capital) is a profit, however it arises.
There are only two sides to the matter. If the goodwill is fictitious, it
must not be put on the books at all. If it is real, it is a profit and must be
divided between the partners. To set up goodwill as an asset and reserve
for goodwill as an offsetting liability is to kill both accounts. There are
accountants who, as soon as they discover an unusual profit, begin hunting
for a reserve to cancel it, and, if they cannot find one, they invent one.
In his anxiety to prevent Messrs. Brown and Smith from getting any
profit from the goodwill they have established, Candidate attempts to prove
that they will collect the goodwill twice, once as current profits and again
as enhanced value of the business. In doing so he shows that he does not
understand the true nature of goodwill, although his own quotations might
have given him a clue to it. Both of them show that it is based upon past
experience, but that its value consists in future expectations. That is:
Goodwill represents the hope of abnormal profits in the future, not the
memory of such profits in the past.
If this is the case, Candidate is in error when he says in regard to the
setting up from time to time of the accruing goodwill that, because the
partners in the meantime have drawn out abnormal profits equal to the
goodwill, “Brown has received 60% of the goodwill before the sale is made,
and to divide the $90,000.00 received for the goodwill as a profit in effect
divides the same thing twice.”
The truth is that Brown does not and cannot receive 60% of the goodwill
before the sale is made, or at least before the goodwill is placed on the books
in anticipation of the sale and is treated as a profit of which Brown gets
60%. A concrete example is easier to understand than general statements.
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Suppose that in 1917, B and S have been for ten years partners in a
business whose normal net profits would be satisfactory at $12,000.00 a year.
Their efforts have caused the net profits to be steady at $20,000.00. There is
every reason to believe that the favorable conditions will last more than ten
years longer. They conclude that they have a right to consider themselves
entitled to a goodwill amounting to $24,000.00, three years’ purchase of the
excess profits, and make such an entry on December 31, 1917. In 1918 they
again make $20,000.00. As we understand it, Candidate would claim that
they had realized $8,000.00 of their goodwill, but they have done nothing of
the kind. They have merely made their usual profit, and still have the same
goodwill as they had before.
As long as the business continues prosperous, there is no possible way
for them to divest themselves of the goodwill, except by selling it with the
business to someone else. Until then they are in the position of a man trying
to overtake his shadow while walking east on a sunny afternoon. As he
constantly occupies the ground where his shadow was lying, only to find
that it is still ahead of him—the same shadow but in a different location—so
they are constantly absorbing the profits on which the goodwill is based,
only to find that they are current profits and that the goodwill itself is still
ahead of them—the same goodwill but covering other years.
When they finally sell the business they have no further interest in the
future, and therefore they sell the interest that they did have—that is, the
goodwill. Whether they have already mistakenly put the goodwill on the
books or do so now in anticipation of the sale, it is now the realization of
their share (by agreement) of the future profits, and like all other profits
must be divided in the profit and loss sharing ratio. If the tangible assets are
correctly valued at $200,000.00, they would receive $224,000.00 for the busi
ness. If their capital had been equal at $100,000.00 each, and the profit and
loss sharing ratio was B 60% and S 40%, their capital accounts would
now be

$100,000.00
B capital for tangible assets......................................
for goodwill ...........................
14,400.00 $ 114,400.00
$100,000.00
S capital for tangible assets......................................
for goodwill ..............
9,600.00
.............
109,600.00
Total capital ...................................................

$224,000.00

Candidate says that money, stock or whatever is received for the busi
ness must be divided equally between the partners, each receiving $112,000.00.
This would underpay B and overpay S by $2,400.00. This may be good law,
but it is not common sense, and is certainly very bad accounting. The in
troduction of the unscientific and untrustworthy account “reserve for good
will” does not help the situation in the least.
There is another important point brought into the settlement between
Brown and Smith which should have no bearing on that settlement. This
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is the subsequent sale of the treasury stock at fifty cents on the dollar.
Since the sale was made some time subsequent to the transfer of the stock to
Brown and Smith, the price realized could not have been known at the time
of the transfer. Assuming that the conditions have not changed, the only
use that can be made of the price realized is that it is an indication of the
value of the stock received by Brown and Smith. If the $500,000.00 of stock
paid for the old business were worth only $250,000.00, it is manifest that the
net assets nominally valued at $410,000.00 were worth only $250,000.00. But
that value would have been determined by a proper appraisal of the net
assets turned over. This would have been an account of the partnership
and the entry for it would have appeared on the partnership books. It does
not necessarily follow that this appraisal would have shown that the value
of the net assets to the business as a going concern was only $250,000.00.
Whatever value is determined must have been the basis of the transfer, and
therefore must have been the value in the closing entries of the partnership.
To put this value on the books would necessarily show a loss which must
be divided between the partners in their profit and loss sharing ratio. If
this loss is agreed to be $160,000.00, Brown would be charged with 60% of
it, or $96,000.00, and Smith with 40%, or $64,000.00 This would reduce
Brown’s capital account to $109,000.00 and Smith’s to $141,000.00. In the
distribution of the stock, Brown would receive a face value of $218,000.00
and Smith would receive $282,000.00.
The upshot of the matter is that the two partners should have agreed
on the valuation of the assets turned over to the new company; that this
valuation should have been expressed on the books of the partnership; and
that the resultant division of the stock received would be based on the part
ners’ respective capital accounts as adjusted. This would give the pro
prietary interest of each partner in the business, and it is manifest that their
interest in the assets expressed in shares of stock must be relatively the
same as their respective interests when expressed as credit balances of their
capital accounts.
What the basis of the settlement was is not disclosed in the problem. As
far as all the facts given to us at the time of the transfer would indicate,
the assets were worth their book value, and the partners sold assets actually
worth $410,000.00 for stock which we so far had no reason to believe was
worth less than $500,000.00.
Therefore they received $90,000.00 for the goodwill of the business, and
this is the logical settlement to be adopted in answering the problem.

A Correction

We regret to say that in the March issue in answering the problem
about the Chile branch of the American house, we overlooked the fact that
the Chile branch current account contained also items of permanent in
vestment in the construction of the Chile plant. Investments in fixed assets
are always carried at their cost in both currencies and are not subject to
adjustment for variations in exchange.
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The account on the Chile books with “home office” should contain only
current items, as the accounts representing the permanent investment are
seldom, if ever, kept on the branch books.
Therefore we should have eliminated the construction account from the
branch books entirely by an entry crediting construction account $23,750.00,
pesos 120,000, and charging the home office account with these amounts.
It would also have been better to have registered the shipments to the home
office at their cost, irrespective of the current rate of exchange. This is
almost certainly the way in which the company would have kept the
accounts.
Following out these ideas, the accounts as previously given would now
appear as follows:
Operations
$
3/30 Cash................ 22,500
6/30
“ ................. 18,000
9/30 “ .................... 4,500
9/30 “ .................... 11,250
12/31 “ .................... 5,000
12/31Wages payable. 10,000

Pesos
$
Pesos
90,000 6/30........................... 40,500 150,000
90,000 12/31......................... 20,750
150,000
22,500
Invoice
10,000 60,000
67,500
30,000
60,000

71,250 360,000

71,250 360,000

12/31 Balance........... 10,000 60,000

Home Office
Pesos
$
6/30 Shipments .. ... 40,500 150,000
1/1 Cash....... ........ 30,000
12/30
... 20,750 150,000 4/1 “ ....... ........ 30,000
Construction.... 23,750 120,000 7/1 “ ....... ........30,000
Exchange to
adjust.... ... 5,000 .......... 10/1 “ ....... ........30,000
Balance .... •.. 30,000 180,000

$

120,000 600,000

Pesos
120,000
150,000
180,000
150,000

120,000 600,000

Chile Trial Balance

Cash ...............................
Wages payable.......................
Inventory, nitrate...................
Home office..............................

Dollars
30,000
10,000
10,000
30,000

40,000

40,000

Pesos-------

180,000

60,000

60,000
180,000
240,000

240,000

Owing to the fact that the debit to inventory and the credit to wages
payable happen to be the same, the exchange adjustments balance.
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On the home office trial balance there would appear a debit item of
“Chile plant pesos 120,000, $23,750.” Probably the other item would be
“Chile current account pesos 180,000, $30,000,” but the details of nitrate and
wages payable credit might also be given.
The above correction was written before the March number of The
Journal of Accountancy was out, but too late to make the change in that
number.
It has been objected to this treatment of the cash on the Chile books that
it changes the basis of the dollar cost of any permanent construction that
may be paid out of this money. This would result in the valuation of a fixed
asset different from its original cost.
This same objection might be urged against the use of a market price
when lower than cost in valuing an inventory of material, such as lumber,
an unknown part of which was to be used in construction and the rest in
operation. To our knowledge it has never been suggested that this made
an error in the cost of the future construction.
However, if the objection is sustained, the item of cash, $35,000, pesos
180,000, should be left unchanged, but a reserve for exchange $5,000.00
should be credited in place of the credit to cash. This reserve account should
stand unchanged until the next balance-sheet date, when it would be again
adjusted to meet the requirements prevailing at that time.
The accounts in New York would remain as stated.
Discounts on Capital Expenditures
Editor, Students’ Department:
Sir : (a) Will you please inform me as to what are the correct methods
for recording in the books cash discounts on purchases and sales, when the
merchandise involved is not the regular merchandise dealt in by a trading
concern but something used in running the business, for example, something
classed as furniture and fixtures ?
(b) Would it be correct to enter discount on such a purchase in the
“purchase discount” account, if this account is then closed directly into the
profit and loss account?
(c) Would it be allowable to credit the asset account itself directly with
this discount?
(d) Would it be desirable to open up a special account for such items,
as, for example, “discounts on purchases of furniture and fixtures”?
Yours truly,
G. M. B.
You speak of the purchase and sale of something used in the business,
such as furniture and fixtures. But such things are not sold.
Cash discount on capital purchases is always a reduction of price paid
and is not to be treated as a profit of any kind.

Branch Accounts, Home Office Overhead
Editor, Students' Department:
Sir : We are interested in the co-operation of your department in solving
the many problems submitted, and are submitting the following for your
consideration:
We maintain a distributing branch fifty miles away from our factory
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for the purpose of stimulating sales in the far distant zone. The cost of
conveying the finished product is charged direct to branch expense. The
expenses incurred at branch are paid at the source and likewise charged to
the branch.
Sales reports are filed daily with the general office, the figures compiled
and invoices rendered to the trade. The proportion of sales at branch to
the total volume of sales is approximately 15%. The question arises as to
just what proportion of factory overhead in the nature of rent, insurance,
clerical, executive, depreciation, etc., ought to be represented in the operating
cost of branch.
The added volume creates additional expense at factory and, we maintain,
ought to be represented in the cost of handling at branch.
Yours truly,
A. A. E.

Wo do not think that you are treating your branch account correctly.
The expense of getting your goods to the branch is an addition to the cost
of the goods and is not a branch expense. In the same way all the factory
overhead is part of the cost.
The proper method is to bill the branch with the entire cost of the
goods sent to it, including all the factory overhead.
On the home office books this cost is charged to the branch, together
with transportation charges, but the off-setting entry is not to sales but to
shipments to branch. When the home office books are closed this account
of shipments to branch is transferred to the credit of finished goods account.
This is because when the goods are shipped to the branch they are not sold
but have merely changed their location, being taken out of the inventory at
the home office and put into the inventory at the branch. They eventually
get into the sales through the account of sales at branch.
If it is desired to keep the branch in ignorance of the cost price the
goods may be billed at some other price which is a fixed percentage of the
real cost. It does not make any difference at what price they are billed, since
the entry recording the shipment is pro forma only. In the profit and loss
statement of the whole business the cost value would be used.
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